ABSTRACT
INTRODUCTION
his paper provides empirical evidence on the relation between non-audit services and earnings management, hence audit quality. Our research is motivated by several factors. First, the implication of simultaneously provided audit and non-audit services by auditors has been discussed by regulators and commentators for decades. In general, the joint offering of the two services can be viewed as either a potential benefit resulting in considerable knowledge spillover effects or a potential threat to auditor independence. On October 13, 2010 the European Commission considered the debate in the published Green Paper "Audit Policy: Lessons from the Crisis" (European Commission, 2010). The purpose of this regulatory proposal is to provide improvements with regard to statutory audits in the European Union. As one of its key elements with respect to auditor independence, the regulators in the European Commission proposed that audit firms should not be allowed to provide joined audit and non-audit services to their clients. Moreover, large audit firms should be obliged to separate audit activities from non-audit operations. As the proposed requirements are also considered in the final proposal for the European Parliament and the European Council (European Commission, 2011), the approved requirements could affect audit market structures and auditing practices in the European Union, respectively Germany in the near future.
Second, the effects of jointly offered audit and non-audit services have received a great deal of interest from researchers and commentators in the past. Nevertheless, it is important to conduct an additional empirical study with German data, because the international research is mainly focused on the audit markets in the United States or other Anglo-Saxon countries. Therefore, the investigation of economic auditor-client bonding in the German audit market would greatly contribute to our understanding of non-audit service pricing over and above the studies in the United States as the institutional characteristics differ in terms of outside investor rights, importance of the equity market and ownership concentration (La Porta et al. 1998 ). Moreover, despite globalization and harmonization, audit market characteristics and the regulatory landscape in Germany still kept certain particularities, which could lead to different study results in comparison to other international studies. For example, the civil liability in cases of auditor misbehavior is sanctioned differently in Germany and the United States. If German auditors perform a http://www.cluteinstitute.com/ 2013 The Clute Institute breach of duties during the audit work the liability of compensatory damages is limited by section 323 paragraph 2 of the German Commercial Code (GCC; Handelsgesetzbuch) to 1 million Euros, respectively 4 million Euros for audits of listed companies. On the contrary the legal liability of audit firms in the United States is more or less unlimited. With regard to different audit market characteristics, respectively non-audit service pricing the study of Bigus & Zimmermann (2008) documented that the provision of non-audit services is significantly higher for audit firms in the United States and the United Kingdom than in Germany. As a consequence the incentives to comprise auditor independence in Germany might be less problematic and therefore lead to other results than the corresponding studies in these two English speaking countries.
Third, Germany is one of the strongest national economies worldwide. Based on the highest gross domestic product, number of companies and inhabitants in the European Union, Germany is considered as the most important market, respectively audit market in continental Europe (Quick & Warming-Rasmussen, 2009 ). As a consequence, audit regulations in Germany often serve as role model for minor European audit markets. Following Quick & Warming-Rasmussen (2009) the German audit context shows similarities with audit characteristics in France, Spain, Belgium, Denmark and to a smaller degree other Scandinavian countries. 1 To the best of our knowledge, the study of Quick & Sattler (2011) is the only empirical research based on archival non-audit fee data that has been investigating the audit quality effects of provided non-audit services for an audit market in continental Europe within the last decade. In their study the authors are able to provide limited evidence for a negative association between provided non-audit services and auditor independence, hence audit quality. Overall, the empirical evidence of our study is not only considered to provide a deeper understanding of non-audit service pricing in the German audit market, but also can be valid for other countries in the European Union, in particular when the results of the Quick & Sattler (2011) study are unlimited confirmed by our research results.
Our results show that provided non-audit services by the statutory auditor are significantly negatively associated with audit quality. With regard to the different types of provided non-audit services, our results imply that the negative effects on audit quality are especially caused by the provision of audit-related services, while offered tax and other advisory services are overall an insignificant factor for the quality of the audit. Based on our hypotheses developments we conclude that the provision of non-audit services in general and audit-related services in particular create an economic bond between the auditor and its client. As a consequence of such an auditor-client relationship, the client gains more opportunities to conduct opportunistic earnings management. Further, our findings imply that the offering of non-audit services by an audit firm does not lead to significant high knowledge spillover effects, which could lead to an increase in the auditors' ability to detect inappropriate accounting practices, respectively entirely compensate the negative effects of impaired auditor independence. With regard to the level of provided tax and other advisory services, we neither find a significant threat for auditor independence nor substantial knowledge spillover effects. The results for the two fee categories can also be due to the fact that auditor independence and knowledge spillover effects off-set each other.
Our results are robust to alternative discretionary accrual measures and estimation model specifications, while the original empirical evidence is not robust to an alternative fee definition. Despite these partially robust results, our empirical evidence should be interpreted cautiously as we decide to use discretionary workings capital accruals as our proxy for audit quality. In contrast to the widely accepted usage in prior accounting research, accrual measures are criticized as an inappropriate proxy for audit quality.
The paper at hand is structured as follows: Section 2 provides background on the regulatory landscape of non-audit fee requirements in Germany and describes prior literature in this research field. Section 3 contains the development of our empirical predictions and explains the research design of our study approach. In section 4 we provide information about our sample composition and the related descriptive sample characteristics. Further, in section 5 we present the empirical results of the study and the related robustness checks. The final section contains our conclusions and some reflections on the limitations to our research. 1 Within the last decade the German legislator pronounced several programs in order to strengthen the German regulatory framework concerning capital market conditions and corporate governance. As one important step the German legislator released the "Bilanzrechtsreformgesetz" (BilReG -Accounting Law Reform Act) of December 4, 2004 . The act primarily contained the rules for the mandatory IAS/IFRS adoption in Germany. Moreover, the Accounting Law Reform Act substantially modified the existing German audit regulations, in particular with respect to auditor independence requirements. One key point of the new audit requirements to reinforce auditor independence is a restriction in the offering of non-audit services by the statutory auditor. Especially, section 319 paragraph 3 No. 3 and section 319a No. 1 of the GCC name specific non-audit services that are prohibited for the statutory auditor in Germany. In this context the rule in section 319 paragraph 3 No. 3 GCC prohibits the statutory auditor to be involved in keeping the client´s firm accounting records, preparing the annual financial statement and holding significant internal audit functions. Moreover, the performing of corporate management and financial services as well as preparing valuation reports, which could have a material impact on the annual financial statement, are not allowed. In addition to the rules in section 319 paragraph No. 3 GCC further services for the assigned auditor of German listed companies are restricted by the means of section 319 paragraph 3 No. 3 GCC. The rule comprises legal or tax advisory services that directly and significantly affect the presentation of net assets, financial positions and results of operations. Moreover, the assigned auditor should not be involved in the main development, establishment and implementation of the accounting information system. Beside the nonaudit service regulative requirements the Accounting Law Reform Act also contained requirements for publicly traded firms to disclose the fees paid to the statutory auditor for the audit of the audited entity and the audited subsidiaries. 2 According to the GCC section 285 No. 17 (financial statements) and section 314 paragraph 1 No. 9 (consolidated financial statements), the firms have to divide their total fees into the following categories:
The disclosed fees, especially the non-audit fee categories b)-d), form the basis for our research approach.
Prior Literature
A lot of prior empirical studies analyzed the association between jointly offered audit and non-audit services and audit quality. As audit quality is not directly observable, the authors of those studies used several audit quality proxies in their study approach. In general, these proxies are: (1) issued audit and going-concern opinions, (2) accounting restatements, (3) quality assessment of stakeholders, (4) association between a client´s earnings and capital market reactions and (5) earnings management. The latter proxy is most commonly used by prior empirical non-audit fee studies. 3 As we also decide to apply an earnings management measure for our analyses, we first want to give a brief literature review over those current studies and their results. Due to the considerable high number of empirical studies in this research field, we restrict the literature review by using two exclusion criteria's. First, the study approach also has to use earnings management, respectively abnormal accruals as proxy for audit quality. Second, because of the considerable regulative changes in the last ten years (e.g., Sarbanes-Oxley-Act, 8th European Union Directive), we only considered empirical studies in this chapter that have been published within the last decade. Table 1 gives an overview over the studies that have met the two exclusion criteria's. 2 In 2009 the audit fee disclosure requirements are adjusted through the "Bilanzrechtsmodernisierungsgesetz" (BilMoGAccounting Law Modernization Act). After the amendment audit fees have not only be disclosed by publicly listed companies, but also from major companies that met certain accounting figure benchmarks as determined in section 267 paragraph 3 of the GCC. For small and medium-sized companies (with some exceptions) the disclosure requirements are still not binding. As can be seen in Table 1 , the majority of the empirical non-audit service studies in our literature review had been conducted in English-speaking or Anglo-Saxon counties like the United States, United Kingdom, Australia and New Zealand. Further, it can be learned from Table 1 that the results of prior empirical studies are inconsistent or mixed, but the majority of those studies are unable to find a clear positive or negative impact for provided nonaudit services on audit quality.
In contrast to the results of international studies, the empirical evidence for the effects of non-audit services on audit quality has not received a great deal of interest from researchers in continental Europe, respectively Germany. To the best of our knowledge, the study of Quick & Sattler (2011) is the only current empirical study that has investigated the effects of non-audit fee pricing on audit quality for the German audit market. The results of the study imply that in general non-audit services neither have positive nor negative impact on the quality of the audit. However, the authors are able to find a significant negative impact for individual other advisory services on audit quality. Using a similar study approach like Quick & Sattler (2011) , we want to provide further empirical evidence on this audit regulation issue for the European, respectively German audit market. While the Quick & Sattler (2011) study is limited to a sample size of 341 firm observations over the sample period 2005-2007, we are able to investigate a sample of 1,008 firm observations over an eight year period from 2004 to 2011. Due to the extent of the sample size and sample period we expect more detailed and robust results than the prior study could provide. Moreover, we assume that the extent of the sample period may lead to different study results. This is due to the fact that the study of Quick & Sattler (2011) primarily examines the initial audit quality effects of provided non-audit services after the regulatory change in 2005, while our study also covers the medium-term effects of the new The a utho rs find o n the o ne ha nd a po s itive a s s o c ia tio n be twe e n no n-a udit fe e s a nd uns igne d dis c re tio na ry a c c rua ls , while o n the o the r ha nd the re s ults im ply a ne ga tive a s s o c ia tio n be twe e n no n-a udit s e rvic e s a nd inc o m e de c re a s ing dis c re tio na ry a c c rua ls . The s ignific a nt re s ults a re lim ite d to o the r a dvis o ry s e rvic e s , while to ta l a udit fe e s , a udit-re la te d fe e s a nd ta x fe e s ha ve a n ins ignific a nt im pa c t o n a udit qua lity.
2 B e s ide a po s itve a s s o c ita tio n be twe e n uns igne d dis c re tio na ry a c c rua ls a nd pro vide d no n-a udit s e rvic e s , the a utho rs a ls o find a ne ga tive re la tio ns hip fo r no n-a udit fe e s with inc o m e de c re a s ing dis c re tio na ry a c c rua ls .
5
The a utho rs o nly find a we a k po s itive a s s o c ia tio n be twe e n a bno rm a l a c c rua ls a nd pro vide d ta x, re s pe c tive ly o the r a dvis o ry s e rvic e s . 6 Ho we ve r, the s ignific a nt re s ults a re lim ite d fo r a udit e nga gm e nts with s ho rt a udit firm te nure . 4 Ho we ve r, the re s ults a re no t ro bus t to a lte rna tive fe e m e a s ure s . 3 Ho we ve r, the s ignific a nt re s ults dis s a pe a r whe n a dditio na l c o ntro ls fo r high-gro wth c lie nts a re c o ns ide re d.
M ixed
The a utho rs find a po s itve a s s o c ia tio n be twe e n dis c re a tio na ry a c c rua ls in the pre -S a rba rne s -Oxle y Ac t e ra . Ho we ve r, the re s ults a re lim ite d to inc o m ede c re a s ing dis c re tio na ry a c c rua ls . M o re o ve r, the a s s o c ia tio n de c line s in the po s t-S a rba rne s -Oxle y Ac t pe rio ds .
requirements. With regard to the established audit market structures in Germany it seems plausible that sustainable audit regulation effects are not derivable in the first years after a regulative change. 4 Overall, in the wake of the ongoing discussion in the European Union regarding the provision of non-audit services by the statutory auditor, the single results of the Quick & Sattler (2011) study warrants a closer analysis of non-audit service effects in Europe, respectively Germany.
3
HYPOTHESES DEVELOPMENT AND RESEARCH DESIGN
Hypotheses
Our hypotheses development is based on the audit quality definition by DeAngelo (1981a). DeAngelo (1981a) identified in her study two major determinants of audit quality, namely auditor independence and auditor expertise. 5 With regard to this audit quality definition, provided non-audit services by statutory auditors can affect both determinants.
Major accounting firms and proponents of the joint provision of audit and non-audit services raised several arguments in favour of providing non-audit services to clients. One argument is that non-audit services can result in information advantages and reduced audit costs. 6 As an advisor, the statutory auditor gains in-depth knowledge of their client's business and accounting practices, which may improve audit efficiency (Quick & WarmingRasmussen, 2009; Joe & Vandervelde, 2007) . Moreover, the joint provision of audit and non-audit services can lead to knowledge spillover effects, as the findings from the auditing department are available for the advisory department and vice versa. With regard to audit quality, these knowledge spillovers can complement and increase the auditors' ability to detect substandard accounting and therefore allow audit firms to provide a highly qualitative audit product (Cahan et al., 2008; Joe & Vandervelde, 2007) .
If clients receive non-audit services from their statutory auditor two major issues with regard to auditor independence, hence audit quality can occur. 7 First, when auditors provide advisory services to their clients, the likelihood that the audit team has to review facts in the annual financial statement audit, which have been influenced by advisory colleagues, increases (self-review threat; Quick & Warming-Rasmussen, 2009). As mentioned in chapter 2.1, the German regulator has already restricted the provision of certain non-audit services by the statutory auditor. Therefore, it can be assumed that for our study the self-review threat to auditor independence will only be a significant factor in specific auditor-client relationships. Second, prior research indicates that auditors which receive considerable non-audit fees may be economically bound to the client and are thus more likely to lose their objectivity (self-interest threat). Nevertheless, prior research also identifies different factors like reputation risks (Watts & Zimmermann, 1983; Johnson et al., 2002) and litigation concerns (Palmrose, 1988; Shu, 2000) , which can help to curb the negative economic bonding effects. 4 An example for the non-dynamic and inflexible German audit market can be derived from the relative low auditor switching rate of approximately 2.2 to 6 percent for major listed companies (Küting & Reuter, 2007; Marten, 1994; Marten & Schultze, 1998) . With regard to the delayed effects of audit regulations on audit market structures we refer to the study approach of In this context auditor expertise is defined as the auditors' ability to detect a significant breach in the accounting system of the client, while the definition of auditor independence contains the likelihood that the auditor actually reports that breach (DeAngelo, 1981a). 6 Further arguments about the advantages of the jointly provision of audit and non-audit services are provided in the study of Quick & Warming-Rasmussen (2009, p. 145). For our research approach these minor advantages of provided non-audit services are of subordinate importance and therefore not considered in the hypotheses development 7 Quick & Warming-Rasmussen (2009) also identified familiarity and advocacy threats to auditor independence with regard to provided non-audit services. For our research approach these two auditor independence threats are of subordinate importance and therefore not considered in the hypotheses development. http://www.cluteinstitute.com/ 2013 The Clute Institute Whether audit firms trade off their objectivity for the degree of provided non-audit services is in the end a cost-benefit decision. In particular auditors are considered to comprise their independence when the net benefits of the non-audit engagement are greater than the present value of the combined litigation and reputational losses arising from a detected audit failure or even audit sandal. The present value of the litigation loss is determined by the probability that the audit failure is detected by a third party and the potential liability for compensatory damages. However, the German regulatory environment limits the civil liability of auditors for misconduct during the audit work to 1 million Euros, respectively 4 million Euros for the audit of listed companies (section 323 paragraph 2 GCC). Therefore, litigation risk should be considered as a subordinate factor with regard to auditor dependency issues in the German context. For German auditors the potential reputation risks, respectively losses are considered to be the more important factor in the cost-benefit decision. The present value of reputation losses are determined by the loss of the audit and non-audit fees of the current audit engagement, but also from other current and potential future clients. 8 Once the auditor's reputation is damaged, client firms will end the auditor-client relationship. In addition the audit firm will have problems to gain new audit mandates (Cahan et al., 2008) .
Because of the competing theoretical arguments mentioned above and the mixed empirical results of our literature review (Table 1) , we posit the following related nondirectional hypothesis. The hypothesis is stated in alternative form:
Hypothesis (1):
Audit quality is not associated with the magnitude of provided non-audit services by the statutory auditor.
As the audit fee disclosure requirements in Germany allow us to distinguish between different types of nonaudit services, we further want to analyze the effects of the individual categories. We expect that audit-related services create the highest knowledge spillover effects between the audit and advisory departments, because the two service lines are closely connected with each other (e.g., review of interim financial reports and annual financial statement audit). On the other hand, the self-review and self-interest threat for auditor independence could also be on the highest level for this category of non-audit services, as audit firms have the most diversified product portfolio in this service line. Moreover, the audit regulative requirements for this fee category are less restrictive than for the remaining non-audit fee categories. For instance, on the one hand section 319 paragraph 3 No. 3 GCC prohibits the statutory auditor of a listed audit client to perform legal or tax advisory services that directly and significantly affect the presentation of net assets, financial positions and results of operations in general. On the other hand with regard to the provision of audit related services the regulatory requirement only restricts the offering of services that have a material impact on the accounting information system of the client, which in the end still leaves a lot of opportunities for the audit firm to earn non-audit engagement profits. Therefore, we predict that the positive knowledge spillover effects from audit-related services are compensated by the negative effects of the economic incentives of this service line. As a consequence, we expect an insignificant association for this type of non-audit services with earnings management and posit the following hypothesis in alternative form:
Hypothesis (2):
Audit quality is associated with the magnitude of provided audit-related services by the statutory auditor.
Tax and other advisory services are not considered to provide significant knowledge spillover effects for the financial statement audit. As mentioned before, legal and tax advisory services that have a significant effect on the financial statement presentation are prohibited by section 319 paragraph 3 No. 3 of the GCC for listed companies. As consequence of that restriction the opportunities to earn considerable non-audit fees with that kind of services are on the one hand marginal for the statutory auditor, while on the other hand the limited offered services are not considered to provide apparent knowledge spillovers. The results of the descriptive German audit market study of Bigus & Zimmermann (2008) support this assumption. The authors state that the degree of provided nonaudit services by German audit firms is significantly lower when compared to the magnitude of offered non-audit services in the United States and the United Kingdom. To conclude, we expect that neither provided tax services nor other consulting services create significant knowledge-spillover between the auditing and the advisory departments 8 In this context DeAngelo (1981b) argues that that large audit firms with a broad client portfolio have a stronger incentive to strengthen their reputation than minor audit firms, as the present value of reputation loss is higher for these companies.
of an audit firm. Moreover, we assume that the provision of the two services to the audit client is unlikely to result in a financial dependency issue as the total fees from the non-audit engagement are not high enough to create an economic incentive. Overall, tax and other consulting services are considered as an insignificant factor with regard to knowledge-spillover and auditor independence effects, respectively compensate each other. Therefore, we state the following two hypotheses in alternative form:
Hypothesis (3):
Audit quality is associated with the magnitude of provided tax services by the statutory auditor.
Hypothesis (4):
Audit quality is associated with the magnitude of provided other advisory services by the statutory auditor.
Earnings Management Model
Consistent with prior non-audit fee studies (e.g. , we adopt earnings management as proxy for audit quality. We decide to use signed and unsigned discretionary accruals as proxy for audit quality in our research approach, because discretionary accruals are considered to capture the quality of an audit in a more general manner than alternative measures (e.g., qualified audit opinions, qualified going-concern opinions, audit fraud, audit restatement), which are in general based on rare and extreme audit issues (Myers et al., 2003; Choi et al., 2010) . 9 In this context we adopt working capital accruals instead of total accruals for the following two reasons. First, prior research indicates that discretionary working capital accruals are more commonly used by client firms to manage earnings than total accruals (DeFond & Jiambalvo, 1994). Second, we can learn from the study of Young (1999) that the modified Jones model suffers from a systematic error by determine discretionary accruals when normal accruals are estimated including property, plant and equipment, respectively depreciations.
Our accrual measure of earnings management is derived from the modified Jones model (Dechow et al., 1995) . As we use working capital accruals as proxy for audit quality, we have to adjust the original modified Jones model (Dechow et al., 1995) by deleting the independent variable for property, plant and equipment (Quick & Sattler, 2011; Ferguson et al., 2004; DeFond & Jiambalvo, 1994) . In addition, in order to improve the explanatory power of the model, we add the variable ROA to control for firm performance. As suggested by McNichols (2000) and Kothari et al. (2005) , non-discretionary accruals are highly correlated with past and current firm performance. As can be seen in Equation (1) all variables of the earnings management estimation model are scaled by lagged total assets:
Equation (1): Discretionary Working Capital Accrual Estimation Model
where for client firm i in year t (or t-1 ). We estimate Equation (1) for each one-digit SIC code industry definition. Our discretionary accrual measures (DWCA) are then derived from the fitted value of the residuals (ε i ). WCA it is the actual level of working capital accruals of firm i in year t . Equation (2) present the calculation of WCA it :
Equation (2): Working Capital Calculation Model
From the estimated DWCA we then calculate |DWCA| by taking the absolute value of DWCA. Further, we subdivide DWCA into positive signed DWCA + and negative signed DWCA -in order to distinguish between the different effects on income increasing and income decreasing working capital accruals. All variables used in Equation (1) and (2) are defined in the Appendix. http://www.cluteinstitute.com/ 2013 The Clute Institute
Measuring the Association between Non-Audit Services and Earnings Management
To examine the association between provided non-audit services and audit quality, we design the following estimation model that links the magnitude of signed and unsigned discretionary working capital accruals with four alternative non-audit fee specifications. Using a pooled sample of 1,008 firm observations, we first want to capture the effects of provided non-audit services by auditors on audit quality in general. 10 Therefore, we calculate the ratio of total non-audit fees to total fees (audit fees + non-audit fees) and add the ratio variable NASFEE for NASVAR to Equation (3) . With regard to the study approach of Quick & Sattler (2011), we also want to test for the potential effects of the three different non-audit fee types, namely audit-related fees, tax fees and other advisory fees on audit quality. Therefore, we calculate the ratio of audit-related fees to total fees (ARFEE), the ratio of tax fees to total fees (TXFEE), and the ratio of other advisory fees to totals fees (OAFEE). All three non-audit service specifications are then inserted for NASVAR to Equation (3) and calculated separately. All variables used in Equation (3) are defined in the Appendix.
Equation (3): Model for the Association between Non-Audit Services and Discretionary Working Capital Accruals
Beside our variables of interest we have to include additional independent variables to receive an adequately specified estimation model. As first control variable we include LNMCAP to control for firm size. Prior empirical studies (e.g. Ferguson et al., 2004; Frankel et al., 2002) imply that larger firms are under increased public scrutiny. This public interest by regulators and commentators is assumed to curb aggressive earnings management behavior. As second control variable we add LNAGE to Equation (3), because longtime existing firms are expected to have more mature business operations and financial reporting systems in place. This development should lead to a lower level of earnings management . To capture the effects of firm growth on earnings management, we include CHGREV and BTM. Empirical evidence from prior studies indicate that firms with high growth rates are engaged in greater earnings management activities in order to meet capital market expectations (Knechel et al., 2012; Choi et al., 2010) . We therefore expect a positive association for CHGREV with our accrual measures, while BTM (an inverse measure of growth potential) should be negatively associated with the dependent variable. Further, we add ROE and CFO to Equation (3) to control for firm performance effects on audit quality. Prior research suggests that discretionary accruals are positively associated with firm performance (Kothari et al., 2005) . As another independent variable we include the binary variable LOSS in our model to test for different earnings management behavior between loss and profitable firms (Dechow & Dichev, 2002) . In addition to LOSS, we consider the leverage variable CHGLEVE in Equation (3), as specific debt covenants constraints could be a significant incentive for aggressive earnings management activities by the management (DeFond & Jiambalvo, 1994). The variable CHGISSUE is a binary variable that takes the value of 1 if the issued equity titles in the current fiscal year exceed more than ten percent of the subscribed capital of the prior fiscal year. In this context Ashbaugh et al. (2003) provide evidence that firms involved in financing activities tend to engage in higher earnings management when compared to non-financing firms.
The corporate governance structure of a company is considered to have a considerable impact on earnings quality, hence audit quality (Larcker & Richardson, 2004) . Therefore, we include the variable CGK, which is based on the number of non-complied recommendations of the German Corporate Governance Codex. It can be assumed that the magnitude of discretionary working capital accruals is positively associated with "bad" corporate governance proxied by the number of non-complied recommendations (Quick & Sattler, 2011) . As a control variable for external corporate governance we include a binary variable for audit firm size (BIG4). Evidence in prior audit studies shows that major audit firms are more efficient than small or medium-sized auditors in limiting earnings management (Becker et al., 1998; DeAngelo, 1981b) . Further, the INITIAL and TENURE variables are included to control for different audit tenure effects on audit quality. The results of prior empirical audit studies imply that due to a lack of client specific knowledge the audit quality in the first years of an audit engagement is lower than in subsequent periods (e.g., Geiger & Raghunandan, 2002; Johnson et al., 2002) .
Finally, we include 15 industry indicator variables based on the one-digit SIC (Standard Industrial Classification) as well as year indicator variables in order to capture unobserved industry and year effects.
SAMPLE SELECTION AND DESCRIPTIVE STATISTICS

Sample Description
For our analysis we use data from German companies belonging to the German major stock exchange indices DAX, MDAX, SDAX and TecDAX of the Frankfurt Stock Exchange. With regard to market capitalization the indices include the largest and most actively traded capital market-oriented German firms which are in particular under increased scrutiny by regulators and commentators.
Our initial investigation sample consists of 1,824 firm observations. The fee data is hand-collected from the published annual reports of the companies. Consistent with prior studies we exclude the fee disclosure of banks, insurance firms and other financial service companies (313) from our original sample, due to the unique asset structure of these firms. Further, we are not able to obtain 154 fee disclosures for the fiscal year 2004, as the mandatory fee disclosure requirements are not binding before fiscal years 2005. 11 The financial data of foreign issuers (152) are also not considered in our sample, as these firms are not bound to the fee disclosure requirements of the GCC. Moreover, we have to exclude 121 firm observations from our study sample as appropriate IFRS, fee or other financial data is not available for these companies. The reason not to consider another 44 firm observations in our analysis is a substantial change in the legal form of the assigned audit company. These organizational changes result in non-comparable fee data over time. 12 In addition, we are also not able to use fee disclosures of companies with an alternative fiscal year 2011 (16) , as the annual reports are published too late for our study analysis. Finally, we exclude several accounting figures (16) of cross-listed German companies in the United States. These companies used a mandatory regulative option to publish an US-GAAP financial statement until 2007 instead of providing an IFRS annual report. As a consequence of the sample adjustments the final study sample consists of 1,008 firm observations.
The data for the remaining control variables of our analysis are collected from the Hoppenstedt Database and the financial annual reports at the end of the fiscal year. Table 2 gives an overview over the sample composition. 
Descriptive statistics
With regard to the descriptive statistics presented in Table 3 , it is important to mention the following. First, the magnitude of unsigned discretionary working capital accruals (|DWCA|) are on average 6 percent of lagged total assets. Further, the mean values of signed discretionary working capital accruals (DWCA) are close to 0. Second, the NASFEE variable, which is the ratio of total non-audit fees to total fees, amounts to 33 percent for an average sample company. The total non-audit fee ratio can be further divided in 12 percent audit-related fees (ARFEE), 9 percent tax fees (TXFEE) and 12 percent other advisory fees (OAFEE). Third, the market capitalization of the median company in our sample amounts to 796,913,000 €, has a firm history of 37 years and audit firm tenure of 6 years. 13 In addition, our sample shows plausible frequencies of our binary variables (LOSS, CHGLEVE, CHGISSUE, BIG4 and INITIAL). The descriptive figures for LOSS show that almost 18 percent of our sample firms report a negative net income. Moreover, 7 percent of our sample firms changed their auditor within the sample period (INITIAL), while 79 percent of the audit engagements are audited by major audit firms (BIG4). These descriptive statistics imply that the German audit market for large listed companies is dominated by BIG4 auditors and that the motivation for major listed companies to change the auditor is moderate. Table 4 presents the Spearman correlation matrix for the dependent variables, variables of interests and all independent variables that show considerable high correlations (ƿ > 0.300) with other variables included in Equation (3). Our measure of unsigned discretionary working capital accruals (|DWCA|) is significantly correlated with our variables of interest NASFEE (ƿ = 0.086), ARFEE (ƿ = 0.055) and OAFEE (ƿ = 0.064). Further, our measure for signed discretionary working capital accruals (DWCA) is significantly correlated with our variables of interest ARFEE (ƿ = -0.055), TXFEE (ƿ = 0.058) and OAFEE (ƿ = -0.056). In addition, most of the control variables used in Equation (3) are significantly associated with both accrual measures, suggesting to use a multivariate analysis to control for their effects. 13 Audit firm tenure is defined as the number of consecutive years the client has engaged a particular audit firm. The calculation of auditor tenure starts in 1999. S e e the Appe ndix fo r the de finitio n o f va ria ble s .
Table 3 Distribution of Variables
With regard to the correlation among our independent variables in Equation (3), it is worth mentioning the following three facts. First, LNMCAP is significantly negatively associated with LOSS (ƿ = -0.3047) and CGK (ƿ = -0.3932). This suggests that large firms are more anxious to comply with the recommendations of the German Corporate Governance Codex and less likely to report a negative net income, when compared with small or medium-sized companies. Second, Table 4 displays a significant negative association between LOSS and ROE (ƿ = -0.4017). It seems obvious that firms with a low or even negative net income have a low or a negative profitability ratio. Finally, the audit engagement tenure variables INITIAL and TENURE are significantly negatively related (ƿ = -0.4793) with each other.
Overall, the correlation matrix implies that our estimation models are unlikely to suffer from multicollinearity issues.
EMPIRICAL RESULTS
Univariate Analysis
As shown in Table 4 , the non-audit fee ratio (NASFEE) is significantly associated with unsigned discretionary working capital accruals (|DWCA|). To further investigate the association between both variables, we perform an univariate analysis. To conduct the univariate analysis we first form 15 portfolios based on the levels of NASFEE. Then we calculate for each portfolio the median values of NASFEE and corresponding |DWAC|. A plot of the portfolio medians is presented in Figure 1 . As can be seen there, the level of |DWAC| is positively moving together with NASFEE. In other words, the higher the portfolio medians of NASFEE, the higher the degree of earnings management. Based on the trend lines in Figure 1 it can be assumed that the relationship between the two variables seems to follow a linear movement. Please note that these results also hold for NASFEE portfolios of 10 or 5 items (not tabulated). Overall, the results of our univariate analysis indicate that the provision of non-audit services by the statutory auditor has more negative consequences for audit quality than positive ones. Table 5 presents the regression results of testing the association between the total non-audit fee ratios (NASFEE) and earnings management, where |DWCA|, DWAC + and DWAC -are used as the dependent variables. The empirical evidence for |DWCA| and DWCA + show qualitatively similar results for NASFEE, while the results for the association with DWAC -are insignificant. For |DWCA|, the coefficient for NASFEE is significantly positively associated (p-value < 0.05), indicating that the negative effects of reduced auditor independence on audit quality dominate the positive effects of additional audit information by knowledge spillovers. The results support the rejection of our non-directional Hypothesis (1). With regard to DWCA + and DWCA -, the results imply that firms with a high non-audit fee ratio are more likely to be engaged in income increasing earnings management, while the level of non-audit fees is not associated with income decreasing accruals. Overall, the results in Table 5 Besides our variables of interest, Table 5 shows that 9 of our 13 control variables are significantly associated with |DWCA|. As expected and consistent with prior studies, discretionary working capital accruals are significantly positively associated (p-value < 0.01) with CHGREV, CHGLEVE, CHGISSUE and CGK, while the variables LOSS and INITIAL are considered to be less significant (p-value < 0.10). In addition, the independent variables LNAGE (p-value < 0.05) and BIG4 (p-value < 0.01) are significantly negatively associated with |DWCA|. Contrary to the majority of prior study results and our prediction, ROE -as a proxy for firm performance -also shows a significant negative association with the dependent variable. We assume that the negative coefficient is mainly based on the fact that already highly profitable firms are not forced to use earnings management to meet certain profitability forecasts by financial analysts. Table 6 shows the regression results of testing the association between audit related fees (ARFEE) and earnings quality, where |DWCA|, DWCA + and DWCA -are used as the dependent variables. The empirical findings for ARFEE demonstrate a significant positive association with |DWCA|. The results imply that provided auditrelated services are not related to client-specific knowledge spillover effects, respectively are not substantial enough to outweigh the negative effects on auditor independence. As we can learn from the descriptive statistics in Table 3 , the non-audit service category of audit-related services has the highest proportion on total fees (12.02 percent), when compared to the other two non-audit fee categories. Therefore, we conclude that the economic auditor-client bonding with negative consequences on auditor independence is at the highest level for this category. As we are not able to find significant knowledge spillover effects that compensate or even outweigh the negative impact of high audit-related fee ratios on auditor independence, we are unable to reject Hypothesis (2) . In contrast to |DWCA|, we are neither able to report significant results for ARFEE with DWCA + nor with DWCA -. The insignificant results imply that the negative impact of audit related services on audit quality does not systematically differ between income increasing and income decreasing accrual management. Overall, with regard to |DWCA|, our results in Table 6 are considerably different to those of Quick & Sattler (2011) , who report insignificant results for the relation of audit related services on audit quality. We assume that the different estimation results are mainly based on unequal sample compositions of both studies with regard to sample size and sample period. S e e the Appe ndix fo r the de finitio n o f va ria ble s . Table 7 presents the estimation results of investigating the association between tax fees (TXFEE) and audit quality proxied by signed and unsigned discretionary working capital accruals (|DWCA|, DWCA + , DWCA -).The empirical findings for all three accrual measures with regard to provided tax services are consistent. For our pooled sample of 1,008 firm observations we cannot find a significant association between TXFEE and discretionary working capital accruals and therefore are in the position to reject Hypothesis (3). With regard to the hypotheses development there are two plausible explanations for these results. First, the parallel provision of audit and tax services can on the one hand lead to an increase in client specific knowledge, while on the other hand the fee payments for both services can result in a decrease in auditor independence. If both effects reach a similar level, the effects compensate each other and lead to insignificant results. An alternative explanation assumes that provided tax services contain a minimum of knowledge spillover effects, as the majority of tax service are prohibit by the regulatory requirements in Germany. As can be learned from descriptive statistics in Table 3 , the magnitude of paid tax fees is substantially lower when compared with audit-related and other advisory fees. As a consequence, the potential auditor-client economic bonding effects seem to be marginal. S e e the Appe ndix fo r the de finitio n o f va ria ble s . S e e the Appe ndix fo r the de finitio n o f va ria ble s . Table 8 displays the results from Equation (3) using other advisory fees (OAFEE) as our variable of interest. The results for the earnings management model with OAFEE are qualitatively similar to those of the previous estimation with TAXFEE. To summarize, other advisory services are not related to |DWCA| and DWCA -. However, we are able to find a weak positive association (p-value < 0.10) between DWCA + and OAFEE, suggesting that also other advisory fees can create an economic incentive that impairs auditor independence in order to allow clients to manage income increasing accruals. As can be learned from the descriptive statistics in Table 3 , the magnitude of provided other advisory services are almost on the same level as for audit related services and significantly higher than for tax services. It can be assumed that the product portfolio of audit firms with regard to offered other advisory services are more diversified than for tax services. Therefore, auditors are able to provide a greater number of minor other advisory services, which are not prohibited by law. Despite the weak significant results, overall it can be stated that other advisory services are at best a weak factor with regard to knowledge spillover and auditor independence effects in Germany. As a consequence, we are partially able to reject our Our results are not in line with the findings of Quick & Sattler (2011) , who find inconsistent results for the effects of other advisory services on audit quality. On the one hand the authors report a significant positive association between unsigned discretionary working capital accruals and other advisory services, while on the other the signed negative discretionary working capital accruals are negatively associated with the level of paid other advisory services (Quick & Sattler, 2011, p. 331 ).
Multivariate Analysis
Testing the Association between Non-Audit Fees and Earnings Management
Testing the Association between Audit Related Fees and Earnings Management
DWCA -
Testing the Association between Tax Fees and Earnings Management
Testing the Association between Other Advisory Fees and Earnings Management
ROBUSTNESS CHECKS
To investigate the robustness of our results we perform several sensitivity analyses. First, our sample period (2004-2011) includes several year specific events (e.g. financial crisis in 2008, mandatory IFRS adoption in 2005). In order to capture the potential year specific effects on our empirical results, we already included year indicator variables in our original Equation (3) . Further, we control the robustness of our findings by re-estimating Equation (3) for each sample year individually (excluding the year dummies). 14 The results of our annual regressions are qualitatively similar to those reported in Table 5 S e e the Appe ndix fo r the de finitio n o f va ria ble s . Quick & Sattler (2011) examine in their study an alternative and more conservative benchmark of 10 percent. To investigate the effects of high non-audit fee ratios on earnings management, we form several binary variables for total non-audit fees (NASFEE_DY), audit-related fees (ARFEE_DY), tax fees (TXFEE_DY) and other advisory fees (OAFEE_DY). The indicator variable takes the value of 1 if the non-audit variable exceeds the defined reference point, and 0 otherwise. The binary variables are then added to Equation (3) and calculated separately. Table 9 shows the results of the several robustness analyses. As the results of the other independent variables are qualitatively similar to those described in chapter 5, we decide only to present the empirical evidence for the test variables.
As can been seen in Table 9 the dependent variables (|DWCA| and DWCA + ) are significantly positively associated (p-value < 0.01) with NASFEE_DY (> 25 percent of total fees), while for DWCA -an insignificant coefficient is reported. These results are qualitatively similar to those reported in Table 5 . In contrast, we are not able to find significant results for the smaller non-audit fee ratio benchmark of 10 percent. This finding implies that especially greater non-audit fee payments lead to an erosion of audit quality. With regard to provided audit related services by the statutory auditor, we find a significant positive correlation for the 10 percent benchmark ratio with all three discretionary working capital accrual measures. If we compare these findings with those in Table 6 , the findings are robust with regard to |DWCA|. We assume that significantly different results for DWCA + and DWCA -are mainly based on the alternative definition of the fee ratio. As the directions of all three coefficients are consistently positive, the conclusion that provided audit-related services have a negative impact on audit quality seems robust. Finally, the results for the variables TXFEE_DY and OAFEE_DY are in general insignificant and therefore support our findings in Table 7, respectively Table 8 . In contrast to our results in Table 7 , the robustness analysis shows a weak negative association (p-value < 0.10) between high tax fee ratios (> 25 percent of total fees) and income decreasing working capital accruals. We believe that these different results are mainly based on the fact that only a small number of firm observations (n = 58) reaches the benchmark ratio of 25 percent and as a consequence the results for the test variable are mainly driven by a few extreme tax fee observations. Third, our study approach assumes that discretionary working capital accruals are an appropriate measure of earnings management, hence audit quality. Despite the widely accepted use in prior accounting research, accrual measures are criticized as a noisy proxy for the management's discretion in earnings. To consider this limitation in our robustness analysis, we conduct two additional earnings management estimations with two alternative accrual measures: (1) After calculating the two additional accrual measures, we add the absolute value of the abnormal working capital accruals (|AWCA|) and discretionary accruals (|DA|) as dependent variables in Equation (3) . The results of the alternative robustness check are presented in Table 10 . As can be seen in The t-s ta tis tic s a nd p-va lue s a re pre s e nte d in pa ra nthe s e s . Two -ta ile d p-va lue s a re s ignific a nt a t *** 1% le ve l, ** 5% le ve l, * 10% le ve l. C o e ffic ie nts a re e s tim a te d us ing the s a m e re s e a rc h de s ign a nd o the r inde pe nde nt va ria ble s (no t ta bula te d) a s in Equa tio n (3). The R o bus tne s s Ana lys is ha s be e n c o nduc te d fo r e a c h no n-a udit fe e va ria ble s e pa ra tly. S e e the Appe ndix fo r the de finitio n o f va ria ble s .
for both accrual measures with the fee ratios NASFEE and ARFEE. In contrast, the results for the other two fee variables, namely TXFEE and OAFEE are insignificant. If we compare the results of the robustness analysis with those in Table 5 to 8, we can conclude that our empirical results are robust to both alternative accrual measures.
Forth, when examining auditor fee dependency issues, previous studies also used alternative fee measures in their research approach. Following Chung & Kallapur (2003) we re-estimate Equation (3) using a ratio of total fees (TOTFEEREV) from one client to the total revenues from all clients in Germany. 15 With regard to audit regulation in Germany, the GCC contains two specific total fee restriction benchmarks that are binding for the statutory auditor. According to section 319 paragraph 3 No. 5 GCC an audit firm cannot be assigned as the statutory auditor, when the total fees of the audit engagement within the last five years have exceeded 30 percent of the audit firms' total revenue. For audit engagements of listed companies section 319a paragraph 1 No. 1 GCC decreases the fee benchmark to 15 percent. In order to test the effects of our alternative fee measures on signed and unsigned working capital discretionary accruals, we insert the variable TOTFEEREV for NASVAR in Equation (3).
The results of the robustness analysis show that neither unsigned nor signed working capital discretionary accruals are significantly associated with TOTFEEREV (not tabulated). The result of the robustness analysis contributes our original research results in two ways. First, it seems that audit partners care more about the profitability of their own audit engagements than the concerns of the whole audit firm. As a consequence, we are able to find significant negative effects for our client-specific non-audit fee measures and insignificant results for the audit firm-specific total fee measure. Second, our results presented in Table 5 to 8 seem to be robust for alternative discretionary accrual measures and estimation models, while the original results are not robust to alternative fee measures.
CONCLUSION AND LIMITATIONS
In this paper, we analyze the empirical association between non-audit services and audit quality, as measured by signed and unsigned discretionary workings capital accruals. Consistent with recent literature, we form different non-audit fee ratios in order to capture knowledge spillover and auditor independence effects on audit quality. Due to the mandatory audit fee disclosure requirements in Germany, we are able not only to investigate the audit quality effects of non-audit fees in general, but also for the subcategories of audit-related fees, tax fees and other advisory fees. Using a sample of 1,008 major German listed companies for the sample period 2004-2011, our empirical results demonstrate that total non-audit fees and audit-related fees are negatively associated with audit quality, while the provision of tax services and other advisory services have more or less an insignificant impact on audit quality. Our results imply that total non-audit fees in general and audit-related fees in particular are a significant factor in the context of compromised auditor independence and economic auditor-client bonding. Further, we provide evidence that the provision of tax and other advisory services by the statutory auditor neither lead to impaired auditor independence nor create substantial knowledge spillover effects that could improve the auditors' ability to limit opportunistic earnings management practices. Our results are robust to alternative discretionary accrual measures and estimation model specifications. However, our empirical evidence is not robust with regard to alternative fee measures. 15 The audit firms' total revenues in Germany are derived from the annual audit market studies of the Luenendonk Ltd. Our sample for the robustness analysis decreased to 918 firm observations, due to missing audit firms' total revenue data. C o e ffic ie nts a re e s tim a te d us ing the s a m e re s e a rc h de s ign a nd o the r inde pe nde nt va ria ble s (no t ta bula te d) a s in Equa tio n (3). The R o bus tne s s Ana lys is ha s be e n c o nduc te d fo r e a c h no n-a udit fe e va ria ble s e pa ra tly. S e e the Appe ndix fo r the de finitio n o f va ria ble s . Our study is providing additional empirical evidence to the inconsistent and comprehensible range of existing non-audit fee literature. Moreover, we are able to complement the latest empirical study about the effects of non-audit service pricing in continental Europe, respectively Germany by Quick & Sattler (2011) . In contrast to our study, the authors could find only limited empirical evidence by provided non-audit services on audit quality. From a regulatory point of view, our study provides useful insights into the recent debates regarding the economic auditorclient dependency issues. The latest developments in audit regulation by the EU-Commission demonstrate that regulators identified the provision of non-audit services by the statutory auditor as an important regulative field. Our empirical results imply that regulators should consider limiting the provision of non-audit services by statutory auditors in general and for audit-related services in particular. The offering of tax services and other advisory services should take a subordinate role in this discussion.
Nevertheless, our empirical evidence should be interpreted cautiously as the research design is subject to the following limitations which open up starting points for future research. First, the comparison between the different non-audit fee categories depends on the classification criteria for each category. Since the German audit fee disclosure requirements contain a number of interpretable classification criteria, we cannot rule out the possibility that not all non-audit services are classified consistently into the same subcategories and therefore the measures within each category are potentially noisy. We try to curb this limitation by hand-collecting our fee data from the annual reports.
Second, consistent with prior audit research we use discretionary accruals as a proxy for audit quality. These accrual measures are in general criticized because it is assumed that the accrual models classify nondiscretionary and discretionary accrual items incorrectly. To mitigate this problem, we conduct an additional robustness check with two widely accepted accrual models, namely the abnormal working capital accrual calculation of DeFond & Park (2001) and the modified Jones model (Dechow et al., 1995) . The results of these additional analyses imply that our results are robust with regard to alternative accrual measures. However, despite those tests there is still an unknown degree of potential measurement errors in our accrual models. For future analyses an exploration of alternative audit quality measures, e.g., qualified audit opinions, qualified going-concern opinions, accounting restatements or audit fraud would provide a better understanding about audit quality effects by the jointly provision of audit and non-audit services.
Finally, our sample is limited to large, publicly-traded firms, thus generalization to smaller firms might be inappropriate. Future research should consider this limitation by adding small and medium-sized companies to the sample composition. 
APPENDIX
The table below summarizes the variables used in Equation (1) 
